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ABSTRACTS 
Hong Kong is a place of simple tax structure and low tax rate. However, as 
tax is a cost to the business, it is necessary to plan the tax in the same way as other 
business spendings are planned. 
The writer attempts to present a few tax concepts and planning techniques in 
this study. However, tax planning must be considered in conjunction with a number 
of factors including the operation, the business nature, the organization structure, 
the form of ownership, and the geographical area of operation. Thus, there is no hard 
and fast rule to achieve tax planning and each plan must be oriented to the particular 
situation of the business under consideration. The writer discussed and analysed 
three different types of tax plans to reduce the liability to Hong Kong profits tax. The 
tax plans presented are only a few of all possibilities among various tax planning 
schemes being used in Hong Kong. 
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CHAPTER I 
INTRODUCTION & METHODOLOGY 
The Scope of Inland Rfivfinue Ordinancft 
The Inland Revenue Ordinance ('IRO'), NO. 20 of 1947, was enacted on 3 May 
1947 to impose a tax on earnings and profits. In spite of extensive amendments to 
the IRO in 1955, 1965, 1973 and 1975 and many other minor amendments at 
various time, the essence and the form of IRO remain similar to that as originally 
enacted. It is the intention of the Hong Kong Government to maintain a simple tax 
system in Hong Kong. 
The IRO imposes four categories of taxes : profits tax, salaries tax, property 
tax and interest tax. 
Profits tax is imposed on every person carrying on business in Hong Kong in 
respect of his assessable profits derived from Hong Kong from such business. 
However，profits arised from the disposal of capital assets are not subject to profits 
tax in Hong Kong. Profits tax is charged on corporations, branches, partnerships, 
joint ventures, trusts, individuals and unincorporated bodies of persons carrying on 
business in Hong Kong. 
Salaries tax is generally imposed on individuals who derive Hong Kong sourced 
income from employment, office or pensions. 
Property tax is imposed on the owners of land and/or buildings in Hong Kong in 
respect of rental receipts from the letting of the property. 
Interest tax is imposed on Hong Kong sourced interest, unless specifically exempted, 
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derived by a person other than a corporation carrying on business in Hong Kong. 
Interest tax has been abolished with effect from 1 April 1989. 
Given a rather simple tax net, Hong Kong does not impose withholding tax 
(other than interest subject to interest tax), capital gains tax, pay-as-you-earn, 
sales, or value added tax. 
Furthermore, Hong Kong has no double tax treaties with other countries for 
relief of double taxation and the IRO provides only limited tax credit relief. 
Liability to Profit?^ Tay 
Profits tax is imposed under Part IV of the IRO. Section 14 provides that 
profits tax shall be charged for each year of assessment on every person carrying on 
a trade, profession, or business in Hong Kong in respect of his assessable profits 
arising in or derived from Hong Kong for that year from such trade, profession, or 
business. Accordingly, for a liability to profits tax to arise, a person must : 
(a) carry on a trade, profession, or business in Hong Kong; and 
( b ) derive Hong Kong sourced profits from that trade, profession, or business. 
Carrying on Trade, Profession, or Business 
The term 'trade' is defined under s. 2(1) to include 'every trade and 
manufacture, and every adventure and concern in the nature of trade'. In determining 
whether a trade is being carried on, the Hong Kong tax authority normally follow the 
practice of its counter part in the United Kingdom. The United Kingdom Royal 
Commission on the Taxation of Profits and Income (June 1955, Comd. 9474) 
identified six badges of trade which the Courts and Appeal Commissioners in the 
United Kingdom have used in identifying whether or not a transaction is a trade. The 
same line of argument has also been followed by the Hong Kong tax authority and 
courts as well. The six badges of trade are : 
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( a ) Subject matter of the realization 
( b ) Length of the period of ownership 
( c ) Frequency or number of similar transactions by the same person 
( d ) Supplementary work on, or in connection with, the property realized 
( e ) Circumstances responsible for the realization 
( f ) Motive 
IRO does not define the term 'profession'. It is ’ however, described in CIR v 
Maxse(1919) 12 TC 41 as : 
. … a n occupation requiring either purely intellectual skill, or if any manual 
skill, as in painting and sculpture, or surgery, skill controlled by the 
intellectual skill of the operator, as distinguished from an occupation which is 
substantially the production, or sale, or arrangement for the production or sale 
of commodities. The line of demarcation may vary from time to t ime/ 
However, the definition of profession is of limited importance since the 
meaning of 'business' is often regarded as having a wider meaning which will, almost 
definitely, include any 'profession', i.e. if a person carries on a profession, he must 
be carrying on a business. 
'Business' is defined under s. 2(1) of IRO to include : 
( a ) agricultural undertaking, poultry, and pig rearing; 
( b 〉 t h e letting or sub-letting by any corporation of any premises; and 
(c> the sub-letting by any other person of any premises held by him under a lease 
or tenancy other than from the Crown. 
Although the above definition specifies certain activites as business, it does not 
provide the meaning of business and is of limited assistance in determining if a 
taxpayer is carrying on a business. 
In Ferguson v FC of T79 ATC 4261’ Bowen CJ and Franki J mentioned the 
following factors as relevant in determining if a business is being carried out : 
( a ) the objective of profit-making; 
( b ) the economic viability of the venture; 
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( c ) the repetition and regularity of the activities; 
( d ) whether there is organization of the activities in a business-like manner; 
( e ) the size and scale of activities; and 
( f ) whether the activities may be more properly described as the pursuit of a 
hobby or recreation. 
Profits Arising in or Derived from Hong Kong 
As mentioned above, the liability to profits tax is also contingent upon whether 
the profit (other than those from the disposal of capital assets) has a Hong Kong 
source i.e. arises or is derived from Hong Kong. Section 2(1) defines 'profits 
arising in or derived from Hong Kong, to mean 'for the purposes of Part IV shall, 
without in any way limiting the meaning of the term, include all profits from 
business transacted in Hong Kong, whether directly or through an agent'. 
Basing on the judgement from Grimwade and Others v FC of T(1949) ATD 
52，it would appear that 'business transacted in Hong Kong, should be construed to 
mean business acted, done, negotiated, or dealt with between a person and some other 
person in Hong Kong. Thus, where only one party to a transaction is in Hong Kong and 
the other party is outside Hong Kong, the transaction between these parties would not 
be regarded as having been transacted in Hong Kong. However, where both parties are 
in Hong Kong and the relevant contracts are executed in Hong Kong, the profits 
derived from such contracts would be deemed to have a Hong Kong source by s.2(1). 
In determining whether a profit has a Hong Kong source, the Hong Kong tax authority 
applies the 'contract conclusion test' and the 'operation test'. The 'contract conclusion 
test, considers that the trade is exercised or carried on at the place where the 
contracts are made. The test was generally accepted and followed by the Hong Kong tax 
authority and the Court in earlier days. However, recently the , contract conclusion 
test , has generally been ignored and replaced by the •operation test'. The •operation 
test, was first developed in Smidth & Co. v Greenwood where Lord Justice Atkin stated 
that : 
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•…the question is, where do the operation take place from which the profits in 
substance arise ?• 
In CIR V Hong Kong Whampoa Dock Co. Ltd. (HKTC 85), notwithstanding that the 
company's infrastructure was in Hong Kong and the original instructions were 
negotiated and concluded there, it was held that the profit arose from the salvage 
operation which was carried out on the high seas and therefore the source was not in 
Hong Kong. 
In summary, liability to profits tax depends on the fulf i lment of the two 
conditions as mentioned above. In other words, if a person is not carrying on a trade, 
a profession or a business in Hong Kong or the profits do not have a Hong Kong 
source，this person is not liable to profits tax in Hong Kong. While it is not of much 
value to the businessmen in Hong Kong with local business establishments, it is the 
structuring of the business to avoid a profit with Hong Kong source the theme of 
many a tax planning schemes. 
A Conceptual PerspftntivP nf Tax Planning 
To every business which has to pay a tax on its profit, profits tax is a cost of 
the business and should be minimized as much as possible, just like other costs of the 
business. However,unlike other costs which can be controlled or reduced by means of 
budgetary or other administrative measures, tax burden may only be reduced by 
means of careful planning which may be costly itself. 
T y planning means "arranging a client's affairs so as to reduce his liability 
to tax". The essence of tax planning is to ensure that the structures and transactions 
adopted in relation to a given commercial or business situation yield maximum tax 
effence. 
"Every man is entitled if he can to order his affairs so that the tax attaching 
1 B. Pinson and R. Thomas, "Pinson on Revenue Law, 16th de. London: Sweet and 
Maxwell, 1985, pp. 689. 
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under the apporpriate Acts is less than it otherwise would be. If he succeeds in 
ordering them so as to secure this result, then, however unappreciative the 
Commissioner of Inland Revenue or his fellow taxpayers may be of his 
ingenuity, he cannot be compelled to pay the increased tax；丄 
In pursuing tax efficiency, the methods should not involve tax evasion which is 
illegal. Tax evasion can be described as arrangements entered into outside the law 
result ing in a l iabil ity to taxation being evaded by non-disclosure or 
misrepresentation of the facts. 
The objective in tax planning can be business-motivated where tax implication 
is considered in conjunction with other business variables in order to maximize the 
business benefit or to achieve the business objective. On the other hand, tax plans 
also exist whereby tax is the prime motivation. In this circumstance, tax planning is 
initiated because the existing business structure or transaction is not tax efficient, 
and can be reorganized so as to reduce tax liability. However, as every tax plan 
incurrs additional costs, the final objective is to achieve a saving in tax which is 
greater than the extra costs incurred. 
In general, there are three main variables which can be manipulated in any tax 
planning scheme. 
Tax liability = (Taxable income - Allowable deductions) x Tax Rate 
The tax plan may aim at reducing taxable income, increasing allowable 
deductions, choosing a structure to attract a lower rate ( in Hong Kong, the standard 
tax rate for partnership is consistently 1 1/2% lower than that of a corporation) or 
a combination of the three. To make it operational, tax planning activity usually 
takes place on two levels. The first could be described as 'structural', that is, it is 
necessary to ensure that the structure through which income is derived is the most 
efficient. It involves the determination of the legal form of the business and the 
organization structure and relationship between parent and its subsidiaries etc. The 
―^ -— 
1 Lord Tomlin in IR Commissioners v Duke of Westminster (1935) 19 TC pp.520. 
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second level of tax planning could be described a 'transactional' i.e. it is the planning 
undertaken in relation to a specific transaction. This would involve determining the 
form of the traansaction, the entities to be involved, and how the transaction would 
be funded. Consideration may also need to be given to the documentation required and 
the precise terms of that documentation. 
Whether a tax plan is feasible may be limited first by commercial constraints 
secondly, by legal constraints. As far a commercial constraints are concerneed, the 
optimum tax plan may be so complex that it is prohibitingly costly or the relevant 
parties are not able to operate with complex arrangements. Many more would fail if 
the tax authority becomes more aware of the way transactions are carried out rather 
than accepting the way they appear in final accounts. In regard to the legal 
constaints, new interpretation of existing practices or opposite judgement from new 
court cases may put current tax plans in vulnerable positions. Examples are the 
decisions of Glynn's case and the judgement in Sinolink Overseas Ltd v CIR (1985)2 
HKTC 127. 
Purpose of thp Rp腳r^^h 
It is the objective of this paper to limit the discussion of tax planning to profits 
tax in Hong Kong, although tax is also imposed on salaries, rental receipt from the 
ownership of property and interest (which was abolished effective 1 April 1989). 
In regard to the amount of profits tax payable to the Hong Kong Government each 
year, the writer believes profits tax planning is the major issue of tax planning in 
Hong Kong. 
During the course of the research, the writer realized how little has been 
written or published on the topic • While realizing the demand for tax plans in the 
local business community, this area appears to be ignored by the acadamicans. 
In writing this paper, the writer has the following objectives in mind: 
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(a) to explore and to describe certain common tax planning schemes in detail; 
( b ) to explain the rationale behind these plans; 
( c ) to evaluate the effectiveness of these schemes with regard to commercial and 
legal constraints. 
Methodology 
This is a study on the actual tax planning schemes of selected companies. Being 
the Accounting Manager of one of the largest legal firm in Hong Kong for three years, 
the writer had the opportunity of involving extensively in the development and 
implementation of a tax planning scheme for his firm. While understanding in detail 
the mechanism of and the rationale behind this scheme, the writer believe the same 
scheme can be applicable to other partnerships, especially that of the professionals. 
Part II of this paper would be based on the experience and the understanding of the 
writer on this scheme. In addition, the writer has studied the tax plans, which are 
currently in operation, of nine selected clients of the firm. These nine companies 
are selected because of their similarit ies in structure, operat ion and the 
requirements for tax reduction. They provide the basic materials to Part III and IV of 
this paper. Althouth their names have to remain confidential, the following 
information could be disclosed. 
O m m C Industry Ownership 
Company A Manufacturing Publ ic 
Company B Dis t r ibut ion Publ ic 
Company C Impor tZ /Expor t Publ ic 
Company D Manufacturing Pr ivate 
Company E Manfacturing Pr ivate 
Company F Trading Pr ivate 
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Company industry Ownership 
Company G Trading Pr ivate 
Company H Trading Pr ivate 
Company I Trading Pr ivate 
The mechanism of the tax plans would be summarised. The writer would analyse 
each mechanism and seek explanations as on why they could work. In addition, the 
writer would sort out the similarities under each of these plans with regard to their 
nature of business, operation structure, organization structure, the planning 
techniques being used so as to derive a generalized framework from these various tax 
plans. This would form the basis of future evaluation as to the effectiveness of these 
structures in light of the changing practices of the Hong Kong tax authority and court. 
Structure of the Research Report 
The rest of this research report is devoted to the findings and conclusion of the 
study. 
Chapter II describes a tax plan most appropriate to a partnership, especially 
that of the professionals. It is a plan at the structural level with an objective to 
reduce tax burden by capturing expenditures which could not be legitimately 
included under the partnership as genuine business expenses in the absence of such a 
plan. 
Chapter III delineates the mechanism of re-invoicing techniques which relates 
to an arrangement on the transaction level. Given the potential risks in this plan, 
Part IV decribes in detail the using of off-shore companies and structural 
arrangements to secure tax saving by having the profits originated from a non-
HongKong source. 
Finally, Chapter V summarises the results of the findings and provides the 
comment and outlook of the writer on these plans. 
1 0 
CHAPTER II 
THE USE OF SERVICE COMPANY FOR A PARTNERSHIP 
Introduction 
The tax plan under study is designed originally for a legal firm which must 
operate in the form of a partnership ’ as required under the Legal Practitioners 
Ordinance. The legal firm is part of an international partnership with a total of 350 
staff in Hong Kong. There are 30 partners, 120 lawyer associates and 150 
supporting staff. The annual collection of the firm for 1989 was in excess of 
HK$250 million. All the thirty partners have to pay their share of the Hong Kong 
profits tax. The plan is aimed at reducing the profits tax liability for each partner. 
However, the plan could also be adopted with little modification by other professions 
who must carry on in the form of a partnership as required by Hong Kong 
legislation. The plan basically requires the incorporation of a service company 
(•Services丨）in Hong Kong which is beneficially owned by the legal firm 
( •Par tnersh ip , ) . 
Purpose 
The purpose of Services is (a) to reduce the profits tax payable by the 
partners, by treating otherwise non-deductible personal expenses as a deduction 
from profits by way of the management fee paid by the Partnership to Services as 
described below, and (b) to enable the partners to obtain personal allowances for tax 
purposes and to take part of their income in the form of travel warrants which are 
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tax free if used for travel purposes . These are only available whether the partners 
can be properly treated as employees of the entity. Therefore, the Services is the 
employing entity in Hong Kong company. It owns or leases all office equipment, leases 
the office premises and employs all the non-legal supporting staff. This includes the 
secretaries, staff in the administration, accounting, personnel, information system, 
word process ing depar tments as well as the l ibrary. For var ious reasons, 
professional staff performing legal services (e.g. lawyers’ article clerks etc) are 
not employed by the Services but the partners, in performing management functions, 
are. 
St ruc ture 
There has to be a Services Agreement between the Partnership and Services 
(Appendix 1). This Agreement recites that the Partnership has been studying ways of 
improving overall efficiency and management, and that it considers that it would be 
appropriate for Services to provide non-professional (legal) services so that the 
Firm can concentrate on the provision of professional services. Services agrees to 
provide non-professional services or facilities as from time to time required by the 
Partnership, including services relating to f inancial, administrat ive and technical 
matters, and provision of off ice accommodat ion, staff, equipment, f ixtures and 
furn ishings as required by the Partnership. In return for the serv ices, the 
Partnership pays Services a fee of a fixed sum per annum. Each partner is now a 
director of the Services and has executed a contract of service to act as a director of 
the Services (Appendix 2). A bank account in the name of the Services would be 
opened for each director. The director would have the right to operate such a checking 
account and pay most of his personal expenses out of this account. The mechanism and 
rationale would be discussed in detail below. In case the number of directors is 
1 一_Se(Sion~9(1) (a)(i) IRO 
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limited by the Article of Association of Services, some of the partners can execute a 
contract of service to act as a manager of the Services. The content of the contract 
would be the same as that of a director except the word 'director' is replaced by 
•manager'. In return for this, the Services undertakes to pay the director a salary at 
a level to be agreed and to provide the following benefits : 
( a ) payment of rent, rates, management and services charges on housing 
accomodation; 
( b ) travel, accomodation and related expenses of the director, his wife, children 
and parents, travelling outside or to and from Hong Kong; 
( c ) reasonable running, repair and maintenance costs of a suitable car : Shell cards 
would be issued and should be used when petrol is purchased rather than cash; 
( d ) charges for utilities including telephone : any business calls should be paid by 
the Partnership, with the Services paying the balance; 
( e ) provision of medical, optical and dental care facilities or reimbursement of the 
uninsured portion under the insurance arrangements of the Partnership ： these 
bills will be paid in full and refunds should be credited to the director's 
Services bank account. 
(f) provision of domestic assistance including maids, drivers and garderners : cash 
should be withdrawn from the director's Services account to pay these to the 
extent they cannot be paid by cheque; 
( g ) insurance premiums on property，contents and liability insurance. It is 
considered that to extend the benefit to include life insurance would create too 
many anomalies with the personal situations of each partner, and generally in 
correlation of the benefits. 
( h ) payment of club membership including monthly subscriptions : the monthly 
subscription fee is paid by the Partnership as a normal business expense and 
the balance paid by the Services; 
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( i ) entertainment expenses include private boats : it may be difficult to have the 
Services pay general entertainment expenses directly. If possible, this should 
be done. In any event, the director should at least keep some diary record of 
entertainment coming under this classification so that it is justifiable as non-
personal expense, even though not otherwise claimed a an expense of the 
Partnership. In other words, purely personal entertainment should not be 
charged to the Services. 
Each service contract also provides for Services to provide certain assets such 
as furniture, up to a limit of a certain amount, say HK$1 million. 
Except where expressly stated otherwise, all these payments should be made by 
the Services, not by the individual directors. For record-keeping purposes, each 
partner must keep accurate records in an appropriate form (Appendix 3). 
Taxation 
The scheme also makes use of Section 9(2) of IRQ that the provision of housing 
is treated as a benefit with a value equivalent to 10% of the employee's net salary 
after deduction of holiday warrants. It takes no great mathematical ability to 
recognise that the lower the salary (taxable at 15% in 1990), the lower the value of 
the taxable benefit. For this reason, a salary of HK$15,000 per month is assigned 
for all partners for 1990. This salary is in addition to expenses to be paid by 
Services and should be treated as pure spending money and therefore transferred to 
each partner's personal bank account each month and not being left in his Services 
bank account as director to pay expenses. The way as to how the monthly salary is 
determined would be discussed later. 
Furthermore, provided they are used for travel, holiday warrants are not 
taxable in the hands of the employees. The Partnership could pay a reasonable sum 
(which is advised to be HK$3,500 per month to a maximum of 10% of monthly 
salary) per month in the form of holiday warrants which reduces the salary paid. 
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As far as other benefits are concerned, the test of taxability is whether they can 
be converted into money or money's worth. Any expenses that are reimbursed are 
liable to assessment in the partners' hands and therefore with the exception of the 
property situation, the obligor should wherever possible be the Services rather than 
the individual partners. It is important that the expenses covered by the service 
contract to Services as covered by the service agreement do appear to be borne by the 
Services in the first instance. To the extent to which the director pay these expenses 
directly and then seek reimbursement from the Services, there is a greater risk 
that such expenses could represent taxable income to the partner in his capacity as a 
salaried employee of the Sevices. This is because the Hong Kong tax authority would 
argue that the benefit is convertible into cash, and hence taxable, rather than being a 
benefit in kind provided by the employer. 
Operation of Banking Arranaemftntg 
The funding of expenses should be provided by each partner so as to avoid the 
Partnership having to carry the cost. The procedure proposed is that the 
Partnershop will put the Services in funds having previously received a cheque from 
the individual partner. The flow of funds would be as follows: 
( a ) Payment of montly draw: 
Assuming monthly draw of HK$50,000 : 
Par tnership 
^ Partner's personal bank account 
( b ) Payment of expenses: 
Expenses should be funded as follows: 
Par tne r >Pa r tne rsh ip > Se rv i ces >Payee 
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Accountina Treatment of the Schema 
Accounting-wise, the above transactions would be reflected in both the books of 
the Partnership and Services in the following manner: 
(a) Payment of Monthly Draw 
BqqK Of P a i 1 n e r _ Book of Servicftf^ 
Dr Partner Draw 3 5 , 0 0 0 Dr Bank 1 5 , 0 0 0 
Dr Service Fees 1 5 , 0 0 0 Dr Salary 1 5 , 0 0 0 
Cr Bank 5 0 , 0 0 0 Cr Overhead Rec'y 1 5 , 0 0 0 
Cr Bank 1 5 , 0 0 0 
The bank account of Services is a master account to be operated by say, the accounts 
department. 
(b) Payment of Personal Expenses, say, 1,000 
Book of Partnftr?^hip Book of Servicft.q 
Dr Partner Draw 1 , 0 0 0 Dr Bank 1 , 0 0 0 
Cr Bank 1 , 0 0 0 Dr Expenses 1 , 0 0 0 
Cr InterCo C/A 1 , 000 
Cr Bank 1 , 0 0 0 
The bank account of Services represents the account operated by the director. 
(c) Funding of the Personal Expenses in (b) 
Book of Partnership Book of Servinps^ 
Dr Bank 1 , 0 0 0 m 
Cr Partner Draw 1 , 0 0 0 
(d) Payment of business expenses, say, $50,000 
Book of Partner,^hip Book of Serving!. 
Dr Services Fee 5 0 , 0 0 0 Dr Bank 5 0 , 0 0 0 
Cr Bank 5 0 , 0 0 0 Dr Business Exp 5 0 , 0 0 0 
Cr Overhead Rec'y 5 0 , 0 0 0 
Cr Bank 5 0 , 0 0 0 
( e ) Payment of Management Fee, say, $100,000 
Book of PartPfirf^hip Book of s^rvir.P.^ 
Dr Service Fee 1 0 0 , 0 0 0 Dr Bank 1 0 0 , 0 0 0 
Cr Bank 1 0 0 , 0 0 0 Cr Mgt Fee 1 0 0 , 0 0 0 
1 0 
Basing on the above, the Income Statements of the two entities would be as follows: 
Boofs Of Partnership Book of Servicf^?^ 
Management Fee 1 0 0 , 0 0 0 
Service Fee (1 5 0 , 0 0 0 ) Business Exp ( 50,000) 
Directors Exp ( 1,000) 
Overhead Recovery 5 0 . 0 0 0 
Impact on bottom line (1 5 0 . 0 0 0 ) 9 9 , 0 0 0 
In the absence of the Services, total business expenses is $50,000. With the 
Services, total expenses for the two entities are $51,000 ($150,000-$90,000). 
Therefore, the amount of savings depends on the magnitude of the personal expenses 
paid via the Services. 
Determination of the Dimctor'.g Salary 
Without the setting up of the Services, the remuneration to the partner would 
be accounted for as his profit share which is subject to profits tax at the standard tax 
rate of 15%. For 1990’ the profits tax rate is 16.5% for corporations and 15.0% 
for others. By paying a salary to the partner from the Services, his profit share in 
the Partnership would be reduced by the same amount. The idea is to set the salary at 
a level to allow the partner to enjoy the benefit of personal allowances under salary 
tax rules which does not exist under profits tax rules. 
Assuming all the partners are married without children, the married person's 
allowance for 1990 would be HK$80’000. His salary would be subject to a 
proressive marginal tax rate after the deduction of the married person's allowance: 
Rate % 
F i rs t $ 1 0 , 0 0 0 2 
2nd $10,000 4 
3 r d $ 1 0 , 0 0 0 9 
4 th $1 0 , 0 0 0 1 2 
1 0 
Rate % 
5 th $ 1 0 , 0 0 0 1 5 
6 th $1 0 , 0 0 0 1 8 
7 th $1 0 , 0 0 0 2 1 
Remainder $1 0 , 0 0 0 2 5 
In order to be eligible for the married person's allowance, the income level 
must be slightly below that of entering the standard rate zone, where no allowance is 
deductible and the total income is charged at the standard tax rate of 15%. This is 
because that the tax chargeable is the lesser of : 
(a) Assessable income less various deductions and personal allowances，charged at 
progressive rates of tax above, and 
( b ) The same income, but before deducting personal allowances, charged at standard 
rate (Sees. 12B and 13 IRO). 
For 1990’ the income level entering the standard rate zone for a married 
salary taxpayer without children is HK$294，000 and the salary tax liability is 
HK$44,100. Basing on the above information, the monthly salary is computed as 
fo l lows: 
Breakeven level income HK$294，000 
Add : Holiday Warrant 4 8 . 0 0 0 
Salary + Holiday Warrant 342,000 
Less : 10% rental Value 3 4 . 2 0 0 
Total remuneration HK$3Q7 .800 
Salary per month HK$ 25.650 
However, the above calculation only indicates the maximum limit of a salary 
payable to a director. As the salary would attract a 10% rental benefit，it would be to 
the advantage of the partner to keep this amount as low as possible. In general, a 
monthly salary of HK$15,000 is recommended. The determination of the holiday 
warrant is also discretionary. However, it is suggested to be as low as HK$3，500 
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per month which becomes HK$42’000 when annualized. In the computation above, 
it is assumed that the holiday warrant is HK$4’000 per month which is acceptable 
for a married partner without children. 
Tax Savings 
The actual tax saving from the above plan depends on the level of personal expenses 
paid through the Services, the actual holiday warrants claimed, and the level of 
salary paid. Making certain assumptions on all this variables, the illustration below 
demonstrates how the tax saving is ascertained. 
At the Partnership Lfivel- per partner 
H M 
( a ) Accomodation,say, rent, rates and service 
charge @ $20,000 per month = 
$240,000 (5)15% 3 6 , 0 0 0 
( b ) Other expenses,say, $10,000 per month 
$ 1 2 0 ， 0 0 0 @ 1 5 。 / o 1 8 , 0 0 0 
( c ) Director's fees (inclusive of holiday warrants,say, 
$15,000 per month = 
$180,000 @ 1 5 % 27.000 
81 ,000 
N.B. This will be passsed on to the individual partner, but total saving is reduced 
becauce tax on the management fee payable by Partnership to Services is at 
16.5% in Services, whereas it would have been at 15% in the Partnership's 
hands. 
At the partner IfivftI 
Personal Allowance - for married man without children 
$80,000 @15% 1 2 , 0 0 0 
Total tax savings 9 3，0 0 0 
1 0 
Total tax savings brought forward 9 3 , 0 00 
This tax saving is reduced by : 
Tax on fees of HK$180,000 per annum less holiday 
warrants @ $4,000 per month= 
$132,000(g) 15% 1 9 , 8 0 0 
Tax on rental benefit 
10% of $132,000 @15% 1.980 21 .780 
Total Savings per partner 71 .220 
Summary 
With a firm of thirty partners, a tax saving of HK$70’000 per partner means 
a tax saving of over HK$2 million for the firm as a whole. This total saving is 
remarkable compared with the nominal costs in running this plan. In fact, the 
Partnership and Services operate as one single entity. The essence of the plan is the 
drawing of appropriate employment and services contract to substantiate the legal 
structure. Conceptually, the plan aims at increasing the amount of deductible 
expenses by turning personal expenses of the partners into business expenses in a 
legitimate manner. No doubt, the plan is appropriate to large partnership where 
there is enough division of labour separating professional from non-professional 
staff. However, it is doubtful whether the firm would be applicable to a small 
partnership with two to three partners and a staff of less than ten. As it is difficult 
to tell where the border line lies and the adaptation of the plan to a very small 
partnership is open to challenge from the tax authority. Finally, the judgement in 
Glynn v CIR has made it clear that the paying of school fees by the employer on behalf 
of the employee is not considered as benefits-in-kind but cash equivalent even 
though the employer has contracted directly with the school to provide education for 
the child and the employee has no liability for the fees. The immediate effect is that 
the payment of school fees is not allowable and is therefore excluded from the plan. 
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However, it is doubtful whehter the judgement would set a precedent for application 
to other benefits-in-kind. In that case, the tactics used in this plan would be in a 
vulnerable position. Meanwhile, the interpretation from the Hong Kong tax 
authority is expressed in the Departmental Interpretation and Practice Notes No. 16 
which states that the decision in Glynn's case is only applicable to the payment of 
school fees and the payment of other benefits in kind should be restored to the 
position before Glynn's case. 
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CHAPTER III 
R曰NVOICING AND THE TAXATION OF SALES PROFITS 
Introduction 
Basing on the analysis of the tax plans for companies F to I in Chapter I’ this 
chapter is to study the operation of reinvocing companies in Hong Kong and to discuss 
their potential risks of being subject to Hong Kong profits tax. In addition, a tax plan 
to reduce such exposure is suggested • The technique used here is to restructure the 
operation so that the operation does not gives rise to local profit i.e. profits arised 
from operations outside Hong Kong and do not have a Hong Kong source. 
Background 
Attracted by a tax exemption for offshore income and by other commercial 
advantages, thousands of trading and reinvoicing companies have established 
operations in Hong Kong. These companies, typically formed under Hong Kong law, 
have used employees or agents based here to invoice customers, handle letters of 
credit, and engage in more substantive sales operations. 
These Hong Kong operations have often enabled tax in other jurisdictions to be 
avoided or minimized. For instance, certain Taiwanese owned trading concerns 
seeking to do business with the People's Republic of China ('PRC') may prefer to 
interpose a re-invoicing entity in Hong Kong. Take another example. A U.S. importer 
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may agree to sell electronic gadgets manufactured in Taiwan to a U.S. retail store. If 
the importer made the sale through his U.S. company, the full amount fo sales profits 
would be subject to current U.S. tax. If, however, the importer's wholly owned Hong 
Kong subsidiary buys the gadgets from the Taiwanese manufacturer and sells them to 
the U.S. retailer, U.S. tax on the sales profits can be deferred in appropriate 
circumstances. However, the benefits on U.S. tax is beyond the scope of this paper. 
Moreover, the seller traditionally would not pay Hong Kong profits tax, which 
in the case of limited companies is imposed at the rate of 16.5% for 1990. As long as 
sales contracts are negotiated and signed elsewhere, it was thought that no Hong Kong 
tax would be due because of the exemption for non-Hong Kong source profits. 
1 
This is based on the decision on D29/84 . "The taxpayer was the subsidiary 
of a Japanese company. The Japanese parent sold goods to customers in Indonesia and 
South Korea, but such sales were invoiced through the taxpayer. This meant that the 
parent would sell the goods to the taxpayer which would resell them to the end users. 
The taxpayer did not sell any goods to customers in Hong Kong. All arrangements were 
dictated by the parent in Japan. Goods were shipped directly from Japan to the end 
users. Prices were agreed between the Japanese supplier and the end users. 
However, documents were processed by the taxpayer's office in Hong Kong, and 
the taxpayer employed staff for this purpose. Also, relevant letters of credit were 
negotiated by the taxpayer in Hong Kong. •• 
It was held that the profits arose outside Hong Kong and were therefore not 
subject to profits tax. The Board of Review considered that the real source of profits 
was the trading activities such as negotiation, sales contracts, and other trappings of 
trading which took place outside Hong Kong. The paperwork in Hong Kong, per se，did 
not give rise to any profits. 
T Board of f^eview Decision D29/84 
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The Uncertainty from Sinolink 
The case of Sinolink Overseas Ltd v CIR (1985) 2 HKTC 127, has thrown the 
apparently well-settled practice into a state of some uncertainty. In this case 
profits from sales of plywood to customers in PRcwere held to be subject to Hong 
Kong tax even though the relevant contracts were both negotiated and signed in PRC. 
Hong Kong's High Court emphasized the importance of the location where sales 
support activities took place. The Court's judgement looks to four factors to 
determine where sales profits arise, 
( a ) pre-contract preparation and management; 
( b ) the making of contracts of purchase; 
( c ) the making of contracts of sale; and 
( d ) post-contract performance and management 
Hunter J in applying the 'operations test" stated that: 
•Turning to the location of these four heads of activity the position is: 
1. This is at and from company headquarters Hong Kong. 
2 • These were all arranged and manag ed from Hong Kong. 
3. These were made in China. It is again immaterial whether this resulted 
from the inadequacy of available communications by comparison with 
those existing between Hong Kong and Europe, or from a preference for 
location of the contracts of purchase, when appeared that the information 
which enabled the contract to be made was from Hong Kong. 
4. This is again company headquartered in Hong Kong. 
In these circumstances I have no hesitation in concluding that the company 
carries on one business in Hong Kong; and that the profits arising from these 
so-called off-shore sales arose in and were derived from this Hong Kong 
business. This appeal is accordingly dismissed." 
It is apparent that Hunter J placed undue emphasis on the taxpaper's business 
operations in Hong Kong in deciding on the location of the source of the relevant 
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profits and had downgraded actual selling activity. This type of approach was 
criticized in The Hong Kong & Whampoa Dock Co. Ltd. v CIR (1960)1 HKTC 85. It 
advocated the concept that 丨the source from which income is derived ... is, of course, 
not necessarily identical with the place where the business is carried on.丨 
It appeared that, in recent year, the Hong Kong tax authority has generallly 
failed to appreciate the distinction between the operations which are more 
immediately responsible for the receipt of a relevant profit (ie the originating cause 
of such profit) and the business operations of the relevant taxpayer, and have been 
reluctant to separate these two locations. 
The Sinolink judgement stated that the case did not involve any change in the 
well-settled principle for determining the source. The Court professed to be merely 
applying the operations test to particular facts. As a result, the Court created a 
departure from previous practice by giving relatively less weight to the place of 
contract and more weight to other elements. 
It is not the issue here to discuss if the switch in weighting of factors demand a 
change in law, but the Sinolink case has undoubtedly prompted the Hong Kong tax 
authority to take a more aggressive position. At present, the IRD will generally not 
seek to tax "paper" reinvoicing companies(ie companies that only process sales 
documentation). Apart from these companies, however, the Hong Kong tax authority 
is now likely to look carefully at any claim that sales profits are not taxable where 
the seller does not have a place of business outside Hong Kong and where the only 
operations taking place outside Hong Kong are negotiation and execution of sales 
CO 门 tracts. 
The Reinvoicing PRmrlny 
There are a number of different types of reinvoicing operations. At one 
extreme, some reinvoicing companies only issue confirming invoices and process 
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letters of credit. Others, however, actually receive and accept offers and, therefore, 
conclude contracts here. 
For the reinvoicing businesses that pay no Hong Kong tax, the paradox arises 
that a company with all its operations located here can earn profits that do not have a 
Hong Kong source. The answer lies in the recognition that reinvoicing companie are 
small parts of larger operations controlled elsewhere. Where operations performed 
in Hong Kong involve only processing of paperwork, profits can be attrituted to 
foreign operations of another company or companies in the group that source goods, 
negotiate purchases and sales, and perform marketing and distribution functions. 
This apporach ignores the separate existence of the reinvoicing comnpany in Hong 
Kong and looks at the international business as a whole. This position appears 
defensible in light of the nature of sales profits. Sales profits arise because someone 
has assumed risk. Reinvoicing companies, on the other hand, virtually never accept 
risk because all sourcing and selling has been completed by the time paperwork is 
sent to such companies. Consequently, reinvoicing (ie the mere processing of paper) 
is not an activity that in fact generates sales profit. 
The Hong Kong tax authority can, of course, assert a contrary position. Insofar 
as a typical paper reinvoicing company has any operations at all, they are entirely 
located in Hong Kong, and, therefore, any reinvoicing profit could be subject to Hong 
Kong tax. The tax authority has sucessfully argued this position before Hong Kong's 
Board of Review. The position has not, however, been adopted by Hong Kong's courts. 
Perhaps the better rationale for permitting tax-free reinvoicing is based on 
policy rather than legal logic. There are thousands of reinvoicing operations in Hong 
Kong. Some have been operating for many years. Their existence is well known to the 
tax authority and the Hong Kong Government. One can assume that their tax-free 
status is permitted because it is considered beneficial to the economy and because it 
results in no loss of revenue. Reinvoicing would be conducted elsewhere if tax were 
imposed here. 
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The rationale is soundest where the Hong Kong operations are strictly limited to 
paperwork and where there is no off ice or ful l-t ime employees in Hong 
Kong(nonethe丨ess, Sinolink should prompt reinvoicers to review their procedures 
and documentation carefully as the tax authority's practice is changing). The 
rationale is weeker if employees in Hong Kong engage in sourcing and selling(and, 
therefore, incurrs risk). These additional operations are not necessarily fatal to 
tax-free status, but they do signal the need for careful consideration and structuring 
of operating procedures. In situations involving substantial Hong Kong operations, 
the alternative structure outlined below should minimize Hong Kong profits tax. 
Tax Planning Structure of Rftinvoicina Companipy^ 
The enactment of the general anti-avoidance rules of Section 61A and 61B in 
1986 makes tax planning somewhat more uncertain. Nonetheless, practical 
techniques can be used so that Hong Kong tax is imposed only on the smallest amount 
of profit possible. 
Substantial Hong Kong operations can be conducted through the use of two 
companies. One company, which could be formed under Hong Kong law, would provide 
services in Hong Kong. The other company, which should not be formed under Hong 
Kong law, would be the seller (the company that actually takes title to the products 
in question). 
The sales company would retain the service company for a fee to provide 
reinvoicing and other administrative paperwork necessary to complete the sales. 
Such a fee can be small due to the nature of the support services performed in Hong 
Kong. The arrangement between the sales and service companies should, of course, be 
documented by a written contract (ie a service contract). 
The service company would not accept orders from customers. The actual 
acceptance of sales contracts would take place outside Hong Kong by telex or fax 
messages. Customers would telex or telefax orders to the sales company at its office, 
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which should be located in a jurisdiction that imposes no (or virtually no) tax on 
sales profits. Such office, which should have substance but which need not be large 
for Hong Kong tax purposes, would accept orders by return telex or fax. 
If implemented properly, a structure of this type can avoid Hong Kong tax based 
on a Sinolink rationale because the sales company would itself have no Hong Kong 
presence. Moreover, the sales company would not have to file Hong Kong tax returns 
because it is incorporated outside Hong Kong and it has no direct or indirect presence 
in Hong Kong. 
The activities of the service company in Hong Kong should attract only a small 
amount of tax. Up to now, the tax authority has adopted a pragmatic view in this area. 
A service fee of 105% of expenses (a 5% profit) has been commonly accepted. The 
low fee appears justifiable in light of a number of factors, including the risk-free 
nature of its business. Illustration 1 shows the structure of this scheme. 
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ILLUSTRATION 1 
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THE USE OF OFF-SHORE TRADING COMPANY 
TO ELIMINATE PROFITS TAX ON SALES 
Introduction 
This chapter reviews a tax-efficient structure to eliminate Hong Kong profits 
tax on sales to overseas customers. In case there are sales to Hong Kong customers, 
this plan does not apply to that part of the sales as it aims at restructuring the 
operations of manufacturing and sales such that the sales do not have a Hong Kong 
source. The plan is based on the analyses of tax plans for companies A to E in the 
section 'Methodology' in Chapter I. These companies share certain common 
characteristics in that major portions of their sales are to customers overseas. 
While the management and administration is in Hong Kong, some of their 
manufacturing processes are carried out off-shore, especially in PRC. The tax 
planning technique is to change the legal and operation structure of the company with 
actual operations remain to a large extent intact. 
Background 
With the opening of the China market in early 1980's and the increase in 
labour costs coupled with the shortage of labour in Hong Kong, businessmen began to 
switch their manufacturing process to the Special Economic Zones in PRC or contract 
with manufacturers in PRC for the production of their products. For similar reasons 
together with the political risks associated with the 1997 issue, others transferred 
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their plants to other low labor costs areas in the South East Asia, e.g. Thailand, 
Malaysia, Indonesia etc. Provided the final products are for sale to customers outside 
Hong Kong, the products may be shipped directly to the customers without passing 
through Hong Kong. While this new arrangement alters the way business is being 
carried out, it provides opportunities to eliminate profits tax especially Hong Kong 
profits tax. Although the business set up under discussion is hypothetical, it 
encompasses all the business characteristics of the five companies under study, as 
far as their ownerships, organization structures, lines of business, modes of 
operation and the feasibilities in eliminating Hong Kong profits tax are concerned. 
The hypothetical company, Parent Industrial (Holdings) Limited ("Parent"), is 
a publicly owned Hong Kong company. It has several wholly owned subsidiaries in 
Hong Kong. The Parent group is engaged principally in the designing, manufacturing, 
assembly and sale of electronic consumer products. 
Several Parent group companies ("HK Cos.") s igned contract with 
manufacturers in PRC for the production of certain electronic consumer products 
(the "Products"). Under these arrangements, HK Cos. purchase and provide 
materials to the PRC manufacturers on a consignment basis. The PRC manufacturers 
are responsible for the production of the Products. Finished Products are shipped to 
HK Cos. in Hong Kong for inspection prior to being shipped to customers overseas e.g. 
Europe, Japan and the United States. Under the contract manufactur ing 
arranagements, title to the raw materials, components and finished Products 
remains with HK Cos., while the PRC manufacturers receive rent, wages and 
processing fees from HK Cos. for the manufacturing services rendered. This kind of 
arrangement is commonly practised nowadays. 
Hong Kong Profits Tax Implication?^ nf Current Qppmtinng 
Basing on the earlier discussions on the rules regarding the source of profits and the 
impact from the case of Sinolink Overseas Ltd v CIR, it is apparent that the tax 
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authority is moving towards examining more closely in cases where taxpayers try to 
arrange sales transactions in such a fashion so as to avoid the exposure to profits tax. 
The case suggests that companies with administrative centres in Hong Kong may have 
the "operations" test stringently applied by the tax authority with respect to their 
sales activities. 
Under the present structure, HK Cos. are likely to be considered to be carrying 
on a trade, profession or business in Hong Kong. Further, since most of the sales 
activities of HK Cos. take place in Hong Kong, profits from the sales of the Products 
by HK Cos. are likely to be considered "sourced" in Hong Kong. As a result, HK Cos. 
would be subject to Hong Kong profits tax on their sales profits. 
A Tax-Efficient StruntiirP 
HK Cos. profits tax liability could be significantly reduced through the use of 
one or more offshore trading companies incorporated in a low-tax or no-tax 
jurisdiction ("Offshore Co."). Possible concerns of customers that Offshore Co. is 
incorporated outside Hong Kong may be eased by Offshore Co. adopting a name bearing 
the word "Parent" (e.g. Parent Sales Asia Ltd., Parent Sales International Ltd. etc.) 
Offshore Co. can be a wholly owned subsidiary of Parent and would replace HK 
Co. as a party to current contract manufacturing arrangements with manufacturers 
in the PRC. Accordingly, Offshore Co. will act as principal on purchases of raw 
materials and components from suppliers in Hong Kong and elsewhere. Such 
purchases will be made directly by Offshore Co. with the assistance of HK Cos. 
Offshore Co. will provide the raw materials and components to the PRC 
manufacturers on a consignment basis. Finished Products will be sold by Offshore Co. 
to customers overseas. It should be noted that in recommending the structure, it is 
assumed finished Products will not be sold to customers in Hong Kong. 
Products will be shipped directly from the PRC with the assistance of HK Cos. If 
necessay, the Products could be shipped through Hong Kong. However, it should be 
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noted that, should the Products be shipped through Hong Kong, the risk of Hong Kong 
profits tax, albeit remote, will be increased. 
Offshore Co. will enter into service agreements (the "Service Agreements") 
with HK Cos. for purchasing and sales support services. Under the Service 
Agreements, purchase orders from customers will be received and processed by HK 
Cos. which will then send them to Offshore Co. While purchase orders can be 
acknowledged by HK Cos., the decision as to whether to accept or reject any 
particular in accordance with a set of guidelines agreed between HK Cos. and Offshore 
Co. in 门ce. 
An affiliated company of an institution providing offshore services efficiently 
at a reasonable cost in the jurisdiction of Offshore Go's incorporation will provide 
the majority of directors of Offshore Co. At present, Royal Bank of Canada and 
Standard Chartered Bank can provide such services. In addition, an employee of the 
bank will be sub-contracted to Offshore Co. to perform services which will include 
the acceptance or rejection of customers' orders transmitted to Offshore Co. HK Cos. 
will not have authority to negotiate or conclude sales contracts for Offshore Co. Under 
the Service Agreements, HK Cos. will be compensated by a fee equal to their costs 
plus a reasonable profit (for example, five percent of costs). 
Sales profits (in excess of the amount paid to HK Cos. as their profits ) will 
accrue to Offshore Co.. which will pay tax-free dividends to Parent. Offshore Co. may 
maintain one or more bank accounts in Hong Kong. Surplus profits of Offshore Co. 
may from time to time be loaned to Parent at a market rate of interest. 
Operation Procedures under thP Proposed Struntnrp 
The following procedures depict how the offshore company structure could be 
implemented : 
( a ) Offshore Co. will be formed as a wholly owned subsidiary of Parent in a 
tax haven jurisdiction. A majority of the directors of Offshore Co. will be 
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provided by an affil iated company of an institution providing offshore 
services (e.g. the Royal Bank of Canada) outside Hong Kong. 
( b ) Offshore Co. may open one or more bank accounts in Hong Kong. The 
authorized signatories of such bank account may include the employees of 
HK Cos. However, it would be preferable for the bank accounts of Offshore 
Co. to be maintained outside Hong Kong. 
( c ) HK Cos. and Offshore Co. will enter into the Service Agreements pursant to 
which HK Cos. will perform purchasing and sales support services for 
Offshore Co. on a cost-plus five per cent basis, the Service Agreements 
will provide expressly that HK Cos. will be retained as independent 
contractors and will not act as agents of Offshore Co. 
( d ) Offshore Co. will enter into contract manufacturing agreements with PRC 
manufacturers regarding the production of the Products. 
(e> The directors of Offshore Co. will from time to time meet outside Hong 
Kong to adopt a set of guidelines upon which Offshore Co. will determine 
whether customers' orders will be accepted. 
( f ) The institution providing offshore service will sub-contract one of its 
employees to Offshore Co. The employee will perform services in the tax 
haven for Offshore Co. which services will include the acceptance or 
rejection of customers' orders and the execution of contracts in respect of 
purchase of raw materials and components on behalf of Offshore Co. 
( g ) When any of the HK Cos. receive an order from a customer for the 
Products, it will send the customer an acknowledgement fo the order 
indicating that final acceptance or rejection of the order will be 
determined by Offshore Co. HK Cos. will transmit the order to Offshore 
Co.'s office in the tax haven for acceptance. 
( h ) If Offshore Co. decides to accept the order (in accordance with the agreed 
guidelines), it will send an acceptance by return telex of facsimile to the 
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customer and will simultaneously notify HK Cos. of the terms of the 
transaction. 
( i ) HK Cos. will notify the PRC manufacturers of Offshore Co.'s requirements 
regarding the production of the Products. 
( j ) HK Cos. will liaise with suppliers in Hong Kong and elsewhere for the 
purchase fo raw materials and components and will transmit contracts in 
respect of such purchases to Offshore Co.'s office in the tax haven for 
execution. 
( k ) Raw materials for the Products will be purchased by Offshore Co. as 
principal and all contracts in relation to such purchases will be executed 
by Offshore Co.'s employees in the tax haven. 
( I ) Raw materials will be provided to the PRC manufacturers. Payments for 
the raw materials will be made by cheque from Offshore Co.'s bank 
account in Hong Kong (or elsewhere) or by letter fo credit opened by the 
employees of Offshore Co. in the tax haven. 
( m ) Pursuant to the Service Agreements, employees of HK Cos. will travel to 
the PRC to supervise manufacturing processes and inspect Products. 
Payments in respect fo the manufacture of the Products will be made by 
cheque from Offshore Co.'s bank account in Hong Kong (or elsewhere) or 
by letter of credit opened by the employees of Offshore Co. in the tax 
haven. 
( n ) HK Cos. will arrange for direct shipment of the Products to customers. 
The Products can, if necessary, be shipped through Hong Kong. 
( 0 ) Customers will pay for Products by way of letters fo credit in favour of 
Offshore Co. Presentation of documents under letters of credits may be 
made by HK Cos. on behalf of Offshore Coo. in Hong Kong. 
( p ) HK Cos. will issue invoices to Offshore Co. on a monthly basis for their 
expenses and service fees Offshore Co. will pay the invoiced amounts to HK 
Cos. under the terms of the Service Agreements. 
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Place of Incorporation of Offshore Company 
As previously discussed, the Royal Bank of Canada, Standard Chartered Bank, or 
some other financial institution with operations in a tax haven can subcontract one of 
its employees to Offshore Co. to perform services for Offshore Co. in a tax haven such 
as Guernsey or Jersey. These services to be performed will include the acceptance or 
rejection of customers orders and the execution of contracts in respect of the 
purchase of raw materials and components on behalf of Offshore Co. 
If an offshore company was incorporated and being operated within the same 
jurisdiction, this offshore company may be subject to the income tax of Guernsey or 
Jersey. Thus, it is recommended that an offshore company should be incorporated in 
a reliable tax haven jurisdiction and to carry out its business operation at a different 
tax haven. 
Two of several possible places of incorporation are Jersey and the Isle of Man. 
If a service company located in Guernsey (e.g. Royal Bank of Canada) is chosen, then 
the Offshore Co. should be incorporated either in Jersey or the Isle of Man. If a 
service company in Jersey (e.g. Standard Chartered Bank) is chosen, then the 
Offshore Co. should be incorporated in the Isle of Man. The following is a comparison 
of Jersey and the Isle of Man. 
Jersey 
Background 
Jersey is part of the Channel Islands. It is located in the southern part fo the 
English Channel, northwest of the France coast. 
Although Jersey is technically a possession of British Crown’ it has its own 
legal and adminisrtative institutions and Jersey companies are not subject to U.K. 
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taxation. Jersey's legal system is based on the British common law. The major 
currency is the pound sterling. 
Incorporation 
A Jersey corporation is a limited liability company. At least three subscribers 
are required, each of whom must own at least three shares. (At least nine shares 
must be issued). Shares may be held by nominees and there is no requriement to 
disclose nominee shareholdings. 
There is no minimum share capital requirement. The share capital may be 
denominated in any currency. The corporate secretary and directors are not required 
to be residents or nationals of Jersey. Every corporation must have a registered 
office in Jersey at which corporate records are maintained. 
Meetings of the board of directors must be held outside Jersey for tax reasons. 
However, every company must hold an annual shareholders meeting in Jersey. 
Taxation 
A company incorporated in Jersey but managed and controlled outside jersey 
must pay a flat rate corporate tax of GBP500 per annum. (A company is managed and 
controlled outside Jersey if the Board of Directors meetings are held outside Jersey). 
There is no stamp duty in Jersey on the transfer of shares. 
Isle of Man 
Background 
The Isle of Man is geographically part of the British Isles. It is located in the 
middle of the Irish Sea. 
Isle of Man companies, like Jersey companies, are not subject to U.K. taxation. 
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The legal framework of the Isle of Man is based on the English common law. The 
currency of the Isle of Man is the pound sterling. 
Incorporat ion 
Most foreigners incorporate a private limited liability company in the Isle of 
Man. Two or more persons are required to incorporate a private company. All 
companies must have at least two directors and one secretary (who may be one of the 
d i rec tors ) . 
There is no minimum capital requirement for a limited liability company. The 
shares may be held by nominees, and disclosure of the beneficial owners is not 
required. 
The company must maintain a registered office in the Isle of Man. the annual 
shareholders' meeting and board of director's meetings are not required to be held in 
the Isle of Man. For tax reasons, the board of directors meetings should not be held in 
the Isle of Man. 
Taxation 
A company will not be subject to the Isle of Man taxation if it qualifies as a 
non-resident company. A company is a non-resident company if it 1) is managed and 
controlled outside the Isle of Man, and 2) has no trade or business in the Isle of Man. 
A non-resident company is subject to a flat corporate income tax of GBP450. 
Implementation 
The information needed to incorporate a company in either of these 
jurisdictions is as follows : 
( a ) The name of the company. 
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( b ) The names of three shareholders for a Jersey company and of two for an 
Isle of Man company. Each shareholder's address and number of shares. 
One shareholder ("Beneficial Owner") can own the beneficial interest in 
all of the shares, by having the other shareholder(s) own their shares in 
trust for the Beneficial Owner. 
( c ) Directors. The name of at least two directors. It is advisable that the 
directors of the company be corporate nominees provided by a trust 
company outside of Hong Kong. These corporate nominees would be 
obligated pursuant to trust agreements to vote precisely in accordance 
with the wishes of Parent. 
( d ) Name of the company secretary. Once again it is advisable that a trust 
company provides the secretary. 
( e ) The name and address of the company's bankers. As stated above, it would 
be preferrable (but not essential) for tax purposes for the bank account 
to be located outside Hong Kong. 
Costs 
The costs of incorporation and annual services for an offhsore company in 
Jersey and the Isle of Man are in the range of US$4,000 to US$5,000. 
Hong Kong Tax Implications of the Activities of Qff-shnre Company 
As noted above, Hong Kong profits tax is levied on the Hong Kong source porfits 
of comopanies carrying on a trade or business in Hong Kong. Offshore Co. will not 
maintain a place of business in Hong Kong or otherwise carry on a trade or business 
in Hong Kong. Offshore Co. could, however, be deemed for Hong Kong tax purposes to 
be carrying on business in Hong Kong if it has an agent in Hong Kong and that agent 
frequently contracts on Offshore Go's behalf. This is because an agent's activities are, 
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as a matter of law, attributed to its principal. In this case, offshore Co. could be 
liable to profits tax on its profits arising in or derived form Hong Kong. Therefore, 
care must be exercised to ensure that orders for goods are accepted by Offshore Co. 
outside Hong Kong rather than by HK Cos. on Offshore Co.'s behalf. 
As mentioned above, purchase orders received by HK Cos. from customers will 
be transmitted to Offshore Co., which, if appropriate, will accept the purchase 
orders in accordance with a set of agreed guidelines. Representatives of offshore Co 
in its jurisdiction of incorporation should sign the sales contracts. If it is necessary 
for HK Cos. to contract on Offshore Co.'s behalf in a particular instance, they should 
only do so after they have received a specific grant of authority from Offshore Co. to 
contract in that instance. It should be noted that even in that ’ HK Cos. should contract 
on Offshore Co.'s behalf only occasionally. It would be preferable for HK Cos. to avoid 
contracting for Offshore Co. at all. 
Merely purchasing goods in Hong Kong generally does not constitue carrying on 
a trade or business. Therefore, HK Cos. can contract for the purchase of raw 
materials and components in Hong Kong on Offshore Co.'s behalf for manufacturing 
pourposes without a significant risk of Hong Kong profits tax. However, it would be 
preferable for Offshore Co. to contract for such purchases outside Hong Kong with HK 
Cos. only involved in liaising and negotiating with suppliers in Hong Kong. 
To ensure that Offshore Co. will not be considered to be carrying on a trade, 
profession, or business in Hong Kong, all operations other than those to be performed 
by HK Cos. should take place outside Hong Kong. In addition, Offshore Co. should 
observe the following guidelines in order to minimize the risk of Hong Kong profits 
tax : 
( a ) Central management and control (e.g. directors' meetings) should be 
exercised outside Hong Kong; 
( b ) A majority of the directors should be resident outside Hong Kong (if 
practicable, all of the directors should be resident outside Hong Kong); 
( c ) No employee should be resident in Hong Kong; 
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( d ) Conclusion of all sales contracts (and, to the extent possible, all other 
relevant contracts) should take place outside Hong Kong; and 
( e ) Decisions concerning the scope of authority to be granted to companies or 
other entities performing services in Hong Kong on Offshore Co.'s behalf 
(particularly HK Cos. ) should be made outside Hong Kong. 
Hong Kong Profits Tax Implication^; of the ACTIVITIFT?^ of HK COR. 
As service companies providing services in Hong Kong, HK Cos. would be 
considered to be carrying on trade, profession or business in Hong Kong and, 
therefore, liable to Hong Kong profits tax on their income "sourced" in Hong Kong. As 
mentioned above, however, HK Cos. will provide the services on a cost-plus basis. 
Profits of as low as five per cent of expenses are reasonable in the context fo 
companies providing the range of services contemplated. As a result, if HK Cos. 
provide services to Offshore Co. on a cost plus five per cent basis, profits tax 
exposure should be limited to 16 1/2 per cent of expenses in 1990. 
PRC ImpHc^mi隱 
Although it is not within the scope of this paper to study the impact of the 
structure of the taxation of other jurisdiction, the study would not be completed 
without the mentioning of the implication on PRC tax. 
Unsing Offshore Co. to replace HK Cos. as the foreign party to the existing 
contract manufacturing arrangements will require the consent of the Chinese parties 
and the approval of the PRC authorities. Provided that a good relationship with PRC 
authorities has been established and that the Chinese parties are cooperative, it 
should be relatively easy to achieve this change provided that the necessary steps tio 
assure the Chinese parties and the PRC authorities that such a change will not affect 
present operations. 
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The offshore Co. will provide the raw materials and components to the PRC 
manufacturers on a consignment basis. Under this straightforward contract 
manufacturing arranmgement. Offshore Co. should not be subject to any PRC tax. 
Summary 
The plan is designed to significantly reduce Hong Kong Profits tax liability 
through the use of one or more offshore trading companies incorporated in a low tax 
or no tax jurisdiction. The offshore company is a wholly owned subsidiary of the 
parent company. The plan revise certain key legal functions of the companies within 
the group. The most remarkable change is that the sales function which is the 
original source of the profits, is transferred, in the eyes of law, from Hong Kong to 
a tax haven. The companies under study are international firms based in Hong Kong. 
Provided profits tax is still levied on a territorial basis, the plan discussed above 




To summarise the analysis throughout the paper, the writer is of the opinion 
that the three tax plans under discussion are cost-efficient and remain effective as at 
the time of writing. It is realized that through the use of service company and 
offshore company, the burden on profits tax can be reduced. However, each tax plan 
must be considered in its own context should it be workable. A limitation of the 
discussion is that tax planning on other jurisdiction is not within the scope of this 
paper although one should realize that whenever overseas trading is involved, tax 
planning should be internationalized and not localized. 
The new anti-avoidance rule enacted in 1986 does not appear much of a menace 
either- it applies only where "the sole of dominant purpose" of a transaction is to 
obtain a tax benefit. Although the provisions of 1986 will probably meet a warmer 
reception in the courts than its predecessor, it is unlikely that the provision will 
interfere with legitimate commercial transactions. In contrast, the anti-avoidance 
rules of other countries are comprehensive, complex and strictly enforced. These 
rules are the product of a philosophy substantially different from that prevailing in 
Hong Kong, which has generally adopted the view that not all avoidance can be avoided. 
In other jurisdictions laws imposing new taxes often seem to generate more tax 
avoidance than revenue. Tax avoidance in turn generates pressure for new tax laws to 
prevent avoidance. Escalation can be endless, and usually nobody wins. Most tax 
authorities have not learned this lesson. Hong Kong, on the other hand, is not on the 
verge of repeating these mistakes. Hong Kong has experimented with a relatively 
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sophistically anti-avoidance rule that impose tax on offshore interest. After two 
years of agony, the rule and interest tax are both abolished. 
In comparison to other jurisdictions, there is a relatively strong consensus in 
Hong Kong about how the territory should tax its residents and businesses. Most, if 
not all, agree that tax rates should be low and the rules should be simple. There is 
unlikely to be much change in either of these basic principles in the near future. 
There may be disagreement, however, on how those principles should be 
applied in practice. The judgement in Sinolink case and Glynn case has caused 
companies to reconsider the way they structure their offshore sales and employee 
benefits respectively. As a consequence, tax planning has become more essential. 
Finally，with the increase in Hong Kong em migrants and direct investments overseas, 
there is a growing demand for international tax planning. 
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APPENDIX 1 
Contract for Services 
THIS AGREEMENT is made this day of between 
( 1 ) MESSRS PARTNERSHIP of so and so address, Hong Kong, ("The Partnership") 
AND 
( 2 ) SERVICES LIMITED a company organised under the laws of Hong Kong with its 
registered office at so and so address ("Services") 
WHEREAS 
( A ) The Partnership is engaged in the practice of law in Hong Kong 
( B ) The Partnership has been studying ways to improve its overall efficiency and 
management 
( C ) The Partnership considers that it would be appropriate to employ Services to 
provide non-professional services otherwise required by the Partnership so that 
the Partnership could concentrate on the provision of professional services 
( D ) Services is willing to provide such non-professional services as may be required 
from time to time by the Partnership, including services relating to financial, 
administrative and technical matters, provision of office accommodation, staff,' 
equipment, fixtures and furnishings as required by the Partnership ， ’ 
( E ) Services shall incur certain expenses including general administrative expenses 
and the cost of personnel in performing these services 
NOW THEREFORE the parties hereto hereby do agree as follows: 
1. Services agrees to provide to the Partnership such non-professional services or 
facilities as may be required from time to time by the Partnership, including 
those services or facilities described in Recital (D) above. 
2 . Services shall have no authority and shall not engage in business of any kind or 
execute any contract in the name of or on behalf of The Partnership. 
3 . Services agrees to establish and maintain such office or offices staffed by such 
employees as may be required to render efficiently the services necessary under 
this Agreement. 
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4. The Partnership agrees to pay Services in the manner stated in paragraph 6 a fee 
in consideration for Services performing services for the benefit of The 
Partnership. The fee shall be sufficient to recompense Services for expenses 
which shall include, but not by way of limiting the gererality of the foregoing, 
salaries of all employees and employment benefits of such employees, permanent 
or temporary, business transportat ion expenses, costs result ing from 
depreciation of capital assets, rent and maintenance of offices and taxes, 
exclusive of taxes based on gross or net income, and any other administrative 
expenses. 
5. For and in consideration of the services to be performed under this Agreement, 
The Partnership further agrees to pay Services a fee of HK$？??’??？ per annum 
in adition to the direct and indirect expenses incurred by Services as determined 
in Paragraph 4 above. 
6. The Partnership agrees to pay Services at such places and in such manner as 
Services may direct for the service fee payable under Paragraphs 4 & 5 above 
within 30 days after receipt of the invoice for the same. 
7. The Partnership shall have the right through its duly appointed representatives 
to inspect the books of Services at any time or at all times, to verify the direct or 
indirect expenses charged to it. 
8. This Agreement shall remain in force for a period of two years from the date 
hereof and shall automatically renew for successive periods of two years unless 
either party gives notice not later than three months before the expiration of the 
term that it wishes to terminate the Agreement on expiration of the then current 
term’ provided always that the terms of the Agreement may be modified in 
writing at any time with the consent of both parties. 
IN WITNESS WHEREOF the parties hereto have caused these presents to be duly 
executed as of the day year first above wirtten. 
Signed by ) 
a partner of Partnership ) 
in the presence of ) 
Signed by Mr. ？ ) 
a director of Services ) 
Enterprises Limited in ) 




THIS AGREEMENT is effective from and is made 
BETWEEN: 
( 1 ) SERVICES LIMITED, of so and so address, Hong Kong ("the Company"); and 
( 2 ) ("the Manager") 
WHEREBY IT IS AGREED as follows:-
1. APPOINTMENT 
1.01 The Company hereby appoints and employs the Manager and the Company upon and 
subject to the following terms and conditions. 
1 .02 The appointment shall commence on and shall continue, subject as hereinafter 
provided from such date until terminated by either party giving to the other not 
less than six (6) calendar months notice or forthwith at the request of the Board 
without explanation. 
1 .03 The Company shall be at liverty, from time to time, to appoint and employ any 
other person or persons to act as a Manager of the Company. 
2. PUTINS 
2 .01 The Manager shall during the continuance of his appointment:-
( a ) devote such of his time, attention and skill to the duties of his office as a 
Manager as the Board of Directors of the Company ("the Board") may 
from time to time resolve; 
( b ) faithfully and diligently perform the duties and exercise such powers 
consistent with his position in relation to the Company and its business as 
the Board may from time to time assign to or vest in him; 
( c ) in the discharge of such duties comply with all reasonable and proper 
resolutions, regulations and directions from time to time made or given 
by the Board; 
( d ) conform to such hours of work which may from time to time reasonably 
be required of him and to the intent that he shall not be entitled to receive 
any remun aration for work performed outside his normal hours; and 
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( e ) perform such services for any holding, subsidiary or associate company, 
firm or person from time to time of the Company and (without further 
remuneratin unless otherwise agreed) accept such offices in such holding, 
subsidiary or associate company as the Board may from time to time 
reasonably require. 
2 . 0 2 During the continuance of his appontment, the Manager shall not, other than as a 
partner in the Partnership, except with the prior written consent of the Board, 
be engaged, concerned or interested in any way in Hong Kong or elsewhere in any 
trade, business or occupation whatsoever other than the business of the Company 
or such other business as the Board may designate. 
3 . CONFIDENTIALITY 
3 . 0 1 The Manager shall not at any time, either during or after the terminatin of his 
appointment, divulge or communicate to any person(s) (except to those officials 
of the Company whose province it is to know the same) any of the secrets or any 
other information which he may receive or obtain in relation to the private 
affairs of the Company or to the working of any process, system or invention 
which is carried on or used by the Company or which he may take or discover 
during his appointment and shall not use for his own purposes nor for any 
purposes other than those of the Company any information or knowledge of a 
confidential nature which he may from time to time acquire in relation to the 
Company. 
3 . 0 2 All lists, accounts, schedules, correspondence, files and other documents, papers 
and property belonging to the Company or to any holding, subsidiary or associate 
company, firm or person of the Company or any of its or their cl ients or 
customers or which may have been prepared by the Manager or thave come into 
his possession during the course of his appointment shall be handed over by the 
Manager to the Company from time to time, on demand, and in any event 
immediately upon the termination of his appointment with the Company and the 
Manager shall not retain any copies thereof. 
4- SALARY AND EMPLQYMFNT RFNFFIT.q 
4 . 0 1 During the continuance of his appointment, the Manager shall receive a salary 
agreed by the Managerand the Board prior to 30 June of each year, such salary to 
accrue on a day-to-day basis and to be apyable on the first day of each month. 
Without prejudice to the foregoing, the Manger and the Board may decide that the 
amount of salary and the time of its payment be established from time to time in a 
manner which is mutually acceptable. 
4 . 0 2 The Manager shall also be entitled to such of the following benefits as may be 
appropriate to his personal circumstances ("employment benefits"):-
( a ) payment of all rentals, rates, management and service charges payable in 
respect of the Manager's housing accomomodation in Hong Kong; 
( b ) travel, accommodation and related expenses incurred by the Manager, his 
wife，children and parents (as the case may be) in travelling outside or to 
and from Hong Kong; 
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( c ) payment of all reasonable running, repair and maintenance costs incurred 
in relation to the use of a motor car of a size and type commensurate with 
his position for transportation within Hong Kong for the Manager, his 
wife and children; 
( d ) all charges for utilities including electricity., gas water and telephone in 
espect of the Manager's housing, including long distance telephone 
charges; 
( e ) provision of full medical, optical and dental care facilities for the 
Manager, his wife and children and parents (as the case may be) or 
reimbursement of that portion not otherwise covered by any insurance to 
which the Manager may be a party; 
( f ) provision of domestic assistance including maids, driver and gardener (as 
the case may be); 
(g) payment of all fes and charges in respect of the education of the Manager's 
children including both school sponsored activities and programmes 
which may in a wider sense to the satisfaction of the Board contribute to 
the education of the Manager's children a an educational institution 
selected by the manager and ’ in respect of each child receiving full time 
education outside Hong Kong, provision of up to five (5) economy class 
return air tickets per annum between Hong Kong and the country in which 
such child is being educated; 
( h ) insurance premiums on the property, life and health of the Manager, his 
wife, children and parents; 
( i ) payment of the membership fees for the Manager to become a member of 
any recreational clubs in Hong Kong approved by the Board and payment of 
the monthly subscriptions to such clubs and charges for the use of the 
facilities including restaurant facilities at such clubs; 
( j ) entertaining expenses incurred and as approved by the Board, including 
the running costs of pleasure craft; and 
( k ) the provision of assets as approved by the Board for the exclusive use of 
the Manager and his family (including motor vehicles, residential 
furniture fittings, and equipment, computers, pleasuure craft and home 
and/or garden improvements) but not exceeding HK$?？?? in the 
aggregrate. 
Provided that : 
( i ) The Manage shall have the right ot purchase from the Company any 
or all such assets for a consideration equal to the depreciated value 
at which those assets stand in the Company's records, and 
( i i ) At the request of the Company by resolution of the Board the 
Company may require the Manager, his spouse and executors, to 
purchase, including by right of set-off against any amount due to 
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the Manager by the Company, any such assets from the Company 
for a consideration equal to the depreciated value at which those 
assets stand in the Company's records. 
5 . HOLIDAY ENTITl FMFNT 
The Manager shall (in addition to Hong Kong public holidays) be entitled to one 
month's holiday in each year during the continuance of his appointment to be 
taken at such time or times as the Board may approve. Such leave should be taken 
annually and cannot be accumulated. 
6. RETIREMENT SCHFMF 
In the absolute discretion of the Company it may offer to the Manger membership 
of a retirement scheme (whether it be apporved or unapporved pursuant to the 
Inland Revenue Ordinance) on terms and conditions determined by the Company. 
The Manager may either accept or decline such an offer. 
7. EFFECT OF TERMINATION 
Upon the termination of this Agreement howsoever arising, the Company shall 
thereupon be released from any obligation to pay any furhter salary or 
employment benefits except that if such termination shall take place during the 
course of a calendar month, the Manager shall receive the employment benefits in 
respect of charges payabel for his accommodation to the last day of the calendar 
month in which termination takes effect. 
8. MISCELUVNFOIIR 
the expiration or termination of this Agreement howeoever arising shall not 
affect such of its provisions as are expressed to operate or have effect thereafter 
shall be without prejudice to any right of action already accrued to either party 
in respect of any breach of this Agreement by the other party. 
9. NOTICES 
Any notice required to be given hereunder shall, in the case of notice to the 
Company be deemed duly served if left at or sent by registered post to the 
registered office for the time being of the Company and, in the case of notice to 
the Manager, if handed to him personally or address. Any such notice shall be 
deemed to be served at the time when the same is handed to or left at the address 
of the party to be served and if served by post forty-eight (48) hours after 
posting. 
10. u w v A N D j m L S D i r r m M 
This Agreement shall be governed by and construed in accordance with Hong Kong 
J^w and the aprties hereto submit to the exclusive jurisdiction of the Hong Kong 
Courts in the determination of any dispute arising hereunder. 
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AS WITNESS the hands of the parties hereto the date first above written. 
SIGNED by ) 
for and on behalf of the ) 
Company in the presence of :- ) By 
Witness :-
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